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8 February 1983

MEMORANDUM FOR: Office of Global issues

FROM : ‘ .
» DDI nar ional t Staff

SUBJECT : World Petroleum OQOutlook

BRIEFING DATE : Friday, February 18, 1983

CONGRESSMAN/COMMITTEE: Senate Committee on Energy and

Natural Resources

REQUEST : When Committee staff member Howard Useem was at -
_headquarters on 4 Feb for a briefing by| lon the global
impact of the 0il price decline, Useem also discussed a Committee
hearing planned for February 18th on the petroleum outlook (see
attached letter). Useem reportedly outlined the format of the
hearing, allocating specific topics,to CIA, State, Treasury and
the Dept. of Energy. We are told Uie land (Treasury) and Bradley
and 0'Brien (DOE) are signed on to represent their departments.
State's representative is yet unknown. If you do not have
adequate information to proceed with preparations for the
hearing, we will have to contact Useem again since he did not
provide any written instructions other than the attached

letter. Would OGI be able to handle this broad topic alone, or
does it involve other DDI offices?

~ .
DEPARTURE TIME: N J T
BRIEFING TIME: 9:00 A.M,
ESCORT OFFICER: Legislative Liaison Division
CC:
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Testimony By CIA Natiorial Intelligernce Courcil
Chairmarn Henry Rowern Before the Sernate Committee or,
Erergy and Natural Resources
February 18, 1983

Mr. Chairman and distirguished members of the committee.

I welcome this opportunity to presernt the Central

Intelligence Agency's views on the world ernergy situstion and its

implications.

-

Our own analysis of the present oil market situation and

outlook is very similar to the testimony just presented by the
Department of Energy. We believe there is a strong possibility
" for a cut ir rnominal oil prices in the coming weeks. The

persistent softress in the world oil market and growing financial

difficulties of several oil producers is contributing to ﬁnis

possibility. Market weakness is due to a number of factors:

o Ecoromic growth contirues weak and a recovery is rnot

row expected until the latter half of the year.

0 Urnseasonably warm weather in the Northern Hemisphere

has held oil and energy use sharply below rormal winter

levels.,

O Because consumption is lower than expected, invertories

remain surplus to company needs. Adding to the

pressure to reduce inverntories is the perception that

purchases should be postponed because future prices

will be lower.

o Cornservation and substitution away from oil corntirue

albeit at rates slower thar the past three years.

1
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These’factors have had a dramatiC’effeCt on the'oil market->

- o OPEC cxude productlon has fallen from about 31 mllllonr'
fb/d in 1979 to only 17 2 mllllon b/d in January.
February productlonvmay be ore million b/d lower-»
. o Free World oil consumptlon has declined by 7 mllllon '
b/d to about 45 millior b/d. |
o Spot oil prices, which peaked in 1980 at about $44 per-"
barrel for African light crudes, fell to the present

‘level ofvabout $29 per barrel, some $6-7 below official

prices. e : ' - 25X1

 The next several .weeks will be a critical period forirhe oil

.~ market. O0il demand is trerding sharply downward as'consumptioh |

remains weak and buyers postpone litings in anticipation of a

--- --future price declire.

0 Confronted.by a several hundred thousand barrel,per.day_;u'
reductiorn irn oil sales since the beginrning of the year,
Mex1co 1s now fac1 g the prospect of elther lowerlng |
prlces to 1ncrease sales or further reduc1ng output..

o The UK is under pressure to cut in prlces am1d falllno'
exports. v"b

o Nigerian production in‘January feil to 800,0QO b/d '
compared with 1.4 million b/d during the fourth’
quarter. - |

_ o’Production’in Saudi Arabia averaged>4.7 million b/d in

January with prospects of further declines irn February.

: sECRET\ | R 25X1
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So far»individual 0il producers have beern reluctant to initiate a

price drop in an attempt to avoid provoking a round of

competitive price cuts by other producers.

. The demand outlook for the balance of 1983 offers little

felief'for oil producers. 0il demand trends wi;l depend orn the
shapé of the business cycle, the pace of energy‘cohservation and
substitution and inventory patterns. Even with modést-economic
growth of 2 percent in the OECD cpuntries,.demahd for OPEC crude

oil} in our estimation, will only avefage about 19 million b/d ir

1983 or about the same as last Year and surpius Free World
available capacity will average about 8 millibn D/d.
o We ex?ect OECD energy consumption to grow by about
600,000 b/d o.e. in 1983. Norn o0il energy use is
projected to increase by about l--midlion b/d o.e.

o Free world oil consumption is projectéd to fall by

25X1

25X1
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about 1 percent to 44.8 million b/d including refinery
gain. Consumption is expected to remain far below year
earlier levels during the first half of 1983 before

beginning to rise above 1982 levels later in the year

- in response to the economic recovery.

We expect non-OPEC supplies will rise by about 500,000

"b/d in 1983 to 24.6 million b/d; This figure includes

ratural gas liquids, net Commuriist exports ard refinery
gairn. Most of the increase will come from Mexico, the

North Sea, and Canada.

o 0il irveritories are projected to fall by about 200,000

b/d in 1983 as a declire ir. commercial invertories is

3 | | 25X1
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partially offset by an increase in goverrnmert

stockpiles, Most»of the decline in commercial stocks

will occur in early 1983.

Unless arn agreement on productlon quotas or prlce cuts is
reached soor, Saudi Arabia ‘and the other Arab prodpcers in the
Persian Gulf will continﬁe to bear the brunt of-the‘sﬁarp declirne
in'demand that is already underway. However, the Saudis_heve
little room or w1111ngness to cut output further, and have

.threatened price cuts of bz to $4 per barrel to arrest erodlng

oil sales ar.d force a productlon_sharlng agreement. Such action,

however, would constitute a major policy shift py Riyadh, and the
Saudis realize that lower oil prices would not boost oil demand
appreciably in the short run. Moreover, such action could ignite

a series of price cuts by other producers or possible-retaliation

by Iran agairst Saud1 oil fa0111t1es.
| on balance, we believe there is a grow1ng 11ke11hood that
oil prices will decllne, but we-thlnk.that the OPEC.states will
‘succeed'in pfeventing an‘uncbntrolled price decline<by agreeieg'
'te a prdduction shafing arrargement ib the eoming weeks. iOPEC‘
_members realize that widespfead price‘discountihg_could caﬁse.é

priee collapse'that would lower reverues drastically for all

producers ir. the short run.

Still we carnnot rulevout the possibility of a much larger
0il price declire. Since e $2-4 price declire would rnot increase
demar.d significantiy fof some time, oil producers would see their
totai'revenue fall. This would ygererate ptessuxes, in the

abserice of a viable productior. shariny scheme, for individuel

. ..an'nnnvvvw ‘
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produceré'to shave prices in an attempt to their inefease market
share. Moreover, politieal animositiee between Saudi Afabia,
-Iran, and Libya are sufficient to errride rational.thinking in
favor of a more emotional reeponse to setting prices. The Saudis
and their fellow members of the GulfACOOperation Cohncil with i
huge financial reserves could more easily handle a drop in
revenues resulting from a priee cut. In addition, if the
expected economic recovery fails to ﬁaterialize -and oil

consumption continues to fall at a rapid rate OPEC would have a

. more difficult time preventing a sharp price decline. 25X1.

If prices begln to slide, we canrot predlct how far they

m1ght fall or how long they would remain depressed. At some
point. we believe OPEC members and other oil producers would
- -probably agreejon SOme”ratiening scheme to arrest the price =~
slide. 1In any event, a drop in 011 prlces would have maJor
biimpacts on the world economy. There are substantial p031t1ve
aspects that could occur including:

o Lower inflation.

o Higher economic growth

o Higher employmert

o Lower oil import costs and

. 25X

0 Reduced interest rates.

At the other extreme, lower oil pricee could lead to
intensified iniernational firancial stress as well as increased
Third World political instability. Unsettled cond;tions in key
oil exporting countries could eventually translate into a supply

disruption threatening an oil price runup}well before the

‘ ' 5 ‘ 25X1
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- positiye impactbof the initial ‘price deelihe;wofked_its way
thrOpgh the system. Sharply lewer priees would also dampen
vcohservation,-slow exploration and'delay_alterhative energy‘
_deveiopment. The most immediate concern brought on by a Sharé
'prlce decline would be the risk of damage to the lnternatlohal
flnanc1al system unless some sort of help were prov1ded to hlgh
debt countries that are dependent or. income from oil, espec1ally

- Mexico. Nigerla, Venezue}a, Irndonesia, and Egypt would also be -

" in trouble. For more detaiis.of the'impaet.of ar. oil price
decline--both the potential gaihs as well as the risks--see the

attached DDI Intelligence Assessment "The Global Implications of

' a Possible 0il Price Declire." o | 25X1

Despite the substantial capacity cushion ard outlook for a
soft oil market, the‘continuation.of hostilities between Iran and -
~ Iraq poses a risk to oil supplles. The outcome of the conflict
'could affect the 011 market in w1dely d1fferent ways. ‘Ah.
escalatlcn of the conflict to neighktoring states could dlsrupt
- o0il flows and ellmlnate the supply cushlon. Alternatlvely, a
qu1ck erid to the war could allow Iraq to increase exports to

prewar levels withir. six mornths. The addition f 2 mllllon b/d

would add further to downward price pressures. 25X1

prospects and Risks Beyord 1983

If a sharp oil price declire is avoided this year, almost
all petroleum industry projections of oil and r.atural yas markets

| irdicate only moderate ygrowth ir consumptior, ample supplies, ard

i - little or ro upward pressure or. prices well irnto the late

e ' 6 . o
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1980s. Over the next several years, real oil prices could

contirnue to declire as a result of a combiration of lower-tharn-

expected oil demand, an increase in Mexican oil productior, ard

<.

an erd to tneFIran-Iraq war. Still, major;industrialized.

couritries will remain heavily deperdent on imported'oii, and vest

Europearn countries and Japan will become increasingly dependent
on ‘imported r.atural gas. As the market gradually tighteﬁs later
in the decade as we anticipate, the present cushion of surplus

pfoductivé capacity is likely to shrink and the market will

. become more vulnerable to supply,disruptions.

1f prices break -in the near term, the greater economic

growth arnd in time higher oil consumption could hasten this

vulnerability period by a few years. Opinion is divided on this

- issue, however, because much.uncertainty exists regarding the
response of oil users to sharply lower prices. Some argue that.
démand_will”teDOund guickly; others say that because of

structural changes in oil use, a sharp price drop will not cause

a major rebound in oil demard.

The Stable Market Scenario

Economic growth assumptions ard .energy price trends are
critical in forecasting long-term energy demard. A small changé

irn anrnnual GNP growth can cause a substarntial charnge in energy

requirements. Most projections assume a Free World GNP growth of

3 percernt anrually during the 1980s. Even if GNP growth on

average approximates this level over the rext several years, oil

RSP
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demand could still change because of sharp variations in year-to-

year growth caused by the busiriess cycle. 25X1
| Most forecasts assume flat or declining real 011 prices to . |

1985, with prices riSing thereafter by 2 to 3 percent per year.

_ The price path, however, may not be a smooth one. Most forecasts_

"expect the price of benchmark. OPEC oil, the Saudi Arablan light

'crude,,to range from $30 to $37 per barrel in 1982 dollars even

if prices tumble ir. the rear term. o ~ 25X1

. Barring an unexpected supply disruptionﬂ supplies of oil and

.natural gas should be ample to meet ant1c1pated Free WOrld demand

at least through the~l9805. Most forecasters oW expect oil
,productive capacity in the Free World to average about 56-57

‘million b/d in the latter half of the decade. The current weak
'-toil-market; however, could cause‘some-erosionwin productive l e e
capacity later in the decade. Industry‘projections indicate~oon-
‘OPEC.productive capacity.will increase slightly in the late
1980s,..with growth in Mexican capacityfaccounting for much of -
this irncrease. -Except durirng periods of unusﬁal_weakness-in the

oil market, rnon-OPEC producers will be operating at or near

capacity. - | 25X1
| Overall, we estimate that Free World oil consumption.in thee .
late 1980s will approximate 48-55 million b/d--at least 3 million

b/d above 1982 levels. Given these consumption estimates and

non-OPBC supply forecasts,(we pelieve that the demand for OPEC -

oil will climb to aoopt 26 millior. by the late 1980s. As a

“result, the Free World will remair. dependent on OPEC oil for

about half of total oil requirements. Most industry and

8 .
I | ' 25X1
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government forecasts expect OPEC oil productive capacity to

average several million b/d above the expected demand. This

'includes a returr of the combirned productive capacity of Iran ard

‘Irag to pre-war levels.

. Under these circumstances, oil supplies could support
sevéral years of fairly rapid ecbnomié expansion witnout strong
upward pressure onL prices,‘and'surpIUS productive capacity
throuyh the late 19805 sﬁbgld’be su£ficient to prbtect the oil
market from all but major supply disruptiornss This ample supply .
situation should give the United States wider freedom in dealing
with individual oil-exporting countries tnan.enjoyed in the
past. O0il exporters whése irnterests are inimical to 6urs--Libya,
for example--will not have the firancial flexibility they have
previously erjoyed. 'dther exporters, however,:including Nigeria,
Venzeuzela, Indoriesia, Mexico, and Egypt will have to cut back
.importé»fufthef and could face ecoﬁomic austerity.so severe it
may generate some degree of political instability. Courntries

losing access to aid from OPEC nations also could face more

hardship.

0il Disruptior Risks

These unsettled conditions in key exporting countries could
heighten the risk of a supply disruptior, éerhaps of major
proportions. Such a disruption could drastically ar.d guite
suddenly alter the energy picture. The o0il price run-ups of the

1970s were direct results of major market disturbarnces:

: 9 :
. o] !
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o) Libye;s move to redﬁde foreign company production in
1970, c01nc1dent w1th plpellee sabotage in Syrla,
resulted in a 25 percent rlse in 011 prlces.'

"o The 1973 Arab oil embargo supported a trlpllng:of oil
prices and confributed to an abrupt curtéilment ef'GNP
growth. . |

o Supply losses resulting from the Iranian revolution

contributed to 'a doubling of oil prices between late

1979 and early 1980.

Although the odds are against a major interrnal or exterral
disruption in oil exports irn any particular exporting ration or
region, the probability of some sort of disruption is quite

high. The uncertain political climate and recent escalation of

- hostilities in the Middle East has heightened fears of a
- potential supply disruption in that. reglon whicheis expected to
.contlnue to account for about one-thlrd of Free World oil - |
'__prodﬁctioﬁ. The Persian Gulf has a'patticularly‘high

. concentration of petroleum production and export facilities

highly vulrierable to damage from war or sabotage. A charge in

regime or political policies can also pose a threat to oil flow

patterrs.

t

The impact of a supply cutoff would'depend orn the rnature of
the disrdption. Despite the present eupply cusnioh, the United
States and its allies could be hurt by deep, susﬁained production
cuts that could occur under a variety of circumstances. Among

the possibilities that could occur are:

: 1\0 - | 1
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6 Ar. expansion of the ;ran-Iraq war to other Persian Gulf
countries, which could affecé as much as 17 million b/d
in oil productive capacitf.

o Closure of the Strait of Hormuz, the only sea'foute
into the Indian Ocean from the Persiarn Gulf, would
produce a comparable disruptiorn. More than 9 million
b/d of crude oil was shipped through Hormuz last year,
‘néarly 7 million b/d to OEéD countries..,Four pipelines.

- totalling close to 4 million b/d in.export capacity
circumvent the Strait,. but theseualso'are vulnérable to
disruption; -and two transitting'Sygia are curtently
closed for political reasons.

o A disruptior. in Saudi Arabiarn oil production could
‘affect more than half of Persian Gulf oil supply
although prospects for political stability in Saudi
Afabia apéear good. N -

o An Iranian victory in its war with Itaq would likely
result in greater instability in the Persian Gulf, and
heighten the threat to the Saudis aﬁd other
conservative regimes.

o The ever present threat of terforist attacks agairnst

key oil facilities could increase as a result Of

pPalestinian setbacks in Lebanon. 25X1

Should a disruptior. occur, its impact would depend heavily
or. the availability of erergy supplies from surplus productive
capacity, alterrnative fuels such as coal ard gas, and

stockpliles. To some extent, the impact of future oil disruptions

_ 11
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will also be ﬁodified by a number of charnges in ernergy use.
Price controls have been éliminated in?several countries; more
efficient capital stock has beer irstalled, and many indus;rial
0il users have converted té other fuels or developed a dual-fuel
'éapability. Stock drawdowns car. play a major role in offsettlng
los£ oil supplies. Commerc1al stocks represent the Dulk of oil
inver.tories held in consumlng courtries, nowever, ard in several
past dlsruptlons oil comparies have been reluctart to draw dowr
inverntories beyond certain levels. Sizable strategic stockpiles
are located 6nly in the United States, Japah, ard West_Germany.

At present, the foréign counritries have no specific plans on how

to distribute this oil in the evernt of a crisis.

surplus productive capacity will afford the OECD
considerable protection against an oil disruption at least for
the rext several years. Surplus capacity in the Free World

available to offset a supply cutback currently stards at more

. than 10 milliorn b/d. This, of course, assumes that none of the

courtries possessing excess capacity is involved ir. the
disruption. Little more than 3 million b/d of surplus capacity .
are outside the Persian Gulf. Over the next several years, the

market may be vulnerable only to a cutoff of Saudi oil production

or to the flow of oil from the Persian Gulf.

After the mid-1980s, the capacitf cushion is likely to
shrink as OECD ecoromic growth rebournds and productive capacity
erodes in some OPEC coﬁntries. " 0il market vulnerability to
smaller supply disruptions could greatly irncrease. We have

estimated that under a high demand scerario, available surplus

12
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capaéityleuld'snrink to less than 2 million. b/d by 1990, ieaving

the market vulnerable to ever. small supply disruptiorns. 25X1

The Price Break Scerario

A price break in the near term thch stimulates ¢onsumption
and-leadé to cutbacks in capacity development projectS»could’
-greatly accelerate the corverger.ce between availab1e capacity and
_ demand._ - We | ér-e’v, :aiﬁeady- Q-_ift':he-svs i.ng : cases wher.e- maj‘o-rj vprfo-duc-ers
are postponing or cénceling-capacity developmen£ pians, both
because.lowér than expected oil revenues.have reduced available
invéStment fur.ds and “because lower demard leééls make it doubtful
- additional supplies éould be harketéd{ Such'cutbacks‘could
significantly impair the ability of prdducing countries to. -
respornd to a supply disruption iatef in the decade.: Cornsidering
the importance of imported oil to US allies, there is no way the

United States could insulate itself fully from the ecohomic

reverberations of a supply disruption. . 25X1

Gas Markets

. The natural gas outlook is, for the most part, similar to
that for oil. Ample supplies are anticipated at least through
the mid-1980s in each of the three major markets--Western Eﬁrope,
Japan, and North America. Because of the high cost and
ihflexibility of gas.transportation,'however, the capability of
the market to shift supplies from one reygion to ariother in

response to a disruption is much more limited, makirng consumers

more vulrerable to a supply cutoff. ' . 25X1

cforoo P \ 25X1
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In Westerh Europe, the Netherlands will remairn the largest
sirgle supplier of naturai gas arnd wili be Europe's critical
source of surge capacity in the evert of a disruption.
Substantial riew supplies are expected to come from Algeria by
means of the recently completed Transmediterranean pipeliné to
Itaiy if pricing issues can be resolved. Additior.al deliveries
of Soviet yas are likely to begirn betweer. 1985 arnd 1985, either
through spare capacity iﬂ”existing pipelines or the Siberian
pipeline whern completed. Given fhe Soviets' need for additional

markets in Europe, it is likely that price competition will

prevail late into the .1980s.

Rising gas requirements in Japan will have to be satisfied
by increasing LNG imports, largely from Indonesia, Abu Dhabi, and
Malaysia. 1If all of the LNG projects now under way in countries

supplying Japarn are completed on schedule, supplies to Japan

should begin to exceed demand around 1985.

Gas supply disruptions appear to pose a major threat only to
Western Europe through the late 1980s. Because of its ability to
switch fuels, Japan probably could withstand a major ygas cutoff

if alternative oil supplies could be obtaired. US gas imports

will remain a small share of supply.

Growirng dependerice on imported gas could leave Westérn
Europe dependent on Algeria, Libya, and the Soviet Urnion for
almost 40 percent of its gas rneeds by 1990. These three
suppliers could be proQiding as much as 70 percent of total
Italian gas supplies, 50 percent of Frerch requirements, and more

thar. 30 percert of West German needs. Urnder these circumstarces,

14
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a gas supply disruption is po;gntially quite serious, especially
if it occurred. in winter wher Europearn hgas use peaks at more than
‘twice the summer level. Ever given'an'unlikelihood that these

exporters woud act in concert, a cutoff by any ore or more would

provide the remaining suppliers with considerable leverage that

could be used to political or ecoromic advantage. 25X1
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